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Preface 


In November 1984, the Government of Canada published An Agenda for 
Economic Renewal which set out the government’s blueprint for revitalizing the 
Canadian economy. Canada had entered the 1980s with a disappointing economic 
performance: rapidly rising inflation, deteriorating international competitiveness, 
falling consumer and corporate confidence, and growing international investor 
concerns about economic management in Canada. In late 1981 and through 1982 
Canada experienced its worst recession in the postwar period. Even by mid-1984, 
although the economy was expanding again, growth was uncertain, relying mainly 
on a strong U.S. economy rather than domestic demand, and the effects of the 
recession were still clearly evident. Most worrisome, the fiscal situation was 
rapidly spiralling out of control, with public debt growing nearly three times as 
fast as the economy. 


The Agenda presented a comprehensive framework for economic renewal that 
included: 

e putting the government’s fiscal house in order, 

e fostering entrepreneurship, risk-taking and innovation, 


e making the Canadian economy more dynamic, more flexible and more 
competitive in world markets, and 


e providing an improved framework for sustained, non-inflationary economic 


growth and job creation. 


In short, the Agenda was about realizing the economic potential of Canada for the 
good of all Canadians. 


Those were the challenges, for the government and for Canadians. What have we 
done as a country to meet these challenges? 


For its part, the government has moved boldly and consistently to implement its 
strategy for economic renewal. 
e Substantial progress has been achieved in restoring fiscal responsibility. 


e The energy sector has been deregulated, with the complete elimination of the 
National Energy Program, and deregulation of the transportation sector has 
begun. 


e The Foreign Investment Review Agency has been abolished and Investment 
Canada has been established to attract foreign investment rather than 
discourage it. 


e Reform of the financial sector is being implemented to foster the development 
of more dynamic and competitive financial institutions. 


e A number of Crown corporations have been privatized. 


e The first stage of tax reform, which substantially improves incentives and 
reduces distortions by reducing personal and corporate tax rates and 
broadening tax bases, has been introduced. Stage two of tax reform will 
follow, replacing the present federal sales tax with a broad-based multi-stage 
sales tax, eliminating the income surtaxes, providing further personal tax 
reductions for middle-income Canadians, increasing the refundable sales tax 
credit and extending this credit to more households. 


e A comprehensive Free Trade Agreement with the United States has been 
signed which represents an important milestone in the development of the 
Canadian economy. The Free Trade Agreement will create jobs and stimulate 
growth. The Agreement will lead to a more efficient and lower-cost economy, 
one that will be more flexible and dynamic and better able to compete in an 
increasingly uncertain international environment. 


And the Canadian economy has responded. Consumer and investor confidence is 
high. For the second consecutive year, Canada led the Group of Seven largest 
industrial countries (G-7) in output and employment growth in 1987. Indeed, the 
Canadian economy’s performance last year greatly surpassed most expectations — 
real output growth in 1987 averaged about 3.8 per cent although most private 
sector forecasts predicted, early in the year, only about a 2.3-per-cent pace of 
growth. The most encouraging aspects of this better-than-expected economic 
performance were the dramatic pickup in business investment, the tremendous 
pace of job creation and the improvement in the regional balance of Canada’s 
economic performance. 


The Agenda for Economic Renewal stressed that the bottom-line objective was 
more jobs for Canadians. In 1987, 486,000 new jobs were created, almost all of 
them full-time. The unemployment rate dropped to 8.1 per cent at year-end, its 
lowest level since September 1981. Since September 1984, more than 1.1 million 
new jobs have been created. 


The Canadian economy has entered its sixth consecutive year of expansion since 
the disastrous 1981-1982 recession. The fundamentals underlying our economy 
are strong: inflation is moderate and showing signs of declining; unit labour cost 
growth is restrained and our international competitiveness has improved; 
corporate balance sheets are generally in good shape; and the government’s fiscal 
situation has substantially improved and further progress is expected. 


But we cannot become complacent. We have to recognize that some of our most 
difficult economic challenges in the years ahead may arise in the international 
economy to which we, like all major industrial nations, are closely tied. 


The international economy has been plagued in recent years with large 
unsustainable imbalances, much volatility in exchange rates, interest rates and 
commodity prices, and considerable uncertainty about future prospects. At the 
heart of the international imbalance issue are the large U.S. fiscal and trade 
deficits and the correspondingly large trade surpluses of some overseas countries, 
particularly Japan and Germany. But the problems of the world economy are 
broader yet; there is the burden of debt in the developing countries, the great 
disparities in job creation and output growth among the industrial countries, and 
rising protectionist pressures, particularly in the United States. 


These problems, which dominate the international policy agenda, have been the 
focus of deliberations on economic policy co-ordination among the G-7 finance 
ministers and central bank governors since the Tokyo Economic Summit in 1986. 
They will be centre stage at the Economic Summit of industrial nations in June in 
Toronto. A start has been made by the G-7 on the co-ordination of policy actions. 
The process is working, but the progress to date has been slow. Against this 
backdrop, financial markets, worried by the threats of inflation or recession in the 
absence of sufficient policy action, have forced adjustment in the U.S. dollar and 
other key currencies, with the inevitable risks of overshooting and of interest rate 
volatility. We will continue to work in the G-7 towards policy changes to sustain 
non-inflationary world growth through substantial and continued reductions in 
international imbalances. 


In this document I am setting out the economic assumptions that underlie the 
budget. The prospects for the Canadian economy in the coming years are bright. 
We have strong fundamentals in our domestic economy, and policy initiatives such 
as tax reform, free trade, deregulation and financial sector reform will further 
strengthen our competitiveness and capacity for growth. But there are many risks 
and uncertainties. International policy co-ordination is essential to reduce 
international imbalances, to decrease volatility in exchange and financial markets 
and to arrest growing protectionist pressures. Our Agenda for Economic Renewal 
and subsequent economic and fiscal policies are designed to position Canada to 
maximize the gains to be achieved from the greatly improved international 
economy which would result from a successful resolution of these imbalances, and 
to increase our domestic room to manoeuvre in the event of a less favourable 
international environment in the future. 


tlhe piles 


The Honourable Michael H. Wilson 
Minister of Finance 


rn ee ie 2) inte Gg ; : 7 
en ee ee 
io nn ene ne be fa 

as Ove < eo oe re 7) oe) : on 7 
sw? Ce ose ow Oe nee) 
i ort Zp ‘ag 4G of i% 
| Re ete Grae p=) (ee 
in — So? FBG 3 ale! ; 


: sip SA) iowa : 
+ i an ae | Vir ° = / oo a 
nie Wiis) 24: cmet\ bereetaee 
wp ae? 4g Be ey f, ueraie SARA) So 


> ar 
: » ee Tre 
a = 
= & 


a AD “re woe" =) : ‘ a 


twa : |) @anen : 
i ee srt) 
7 TO SP in 
i a & pore® : 


Table of Contents 


1 Introduction-and: Overview ae ee eee 


2. The International EconomictEnvironment......00.:. eee 


Introduction seer ern a natok hoes ec alms 
The Emergence ole World Imbalancess.4.4 eee ee 
Unwinding World Imbalances and Sustaining World Growth ............ 
Progress, Challenges and Uncertainties in 
thetIntemationaMweconomy 2a. 1. oe eee ee 


3 Internationale conomicierospects emt). ccc. nee eet oe 


[Introduction ee ee eee ee ee key 
Prospects fortheiU seh conomyseent: 2) ee ee eee 
The Outlook for the Overseas Economies. ....................ccccccccccccceceesereeeee 


Ae ne CanaGian ECOnOmic SELLING rere ernest hte tne ci 


ItROCUIC ON easy sce tie ene ee cee eee ne Od Una t chara asi 
INeviAspects On DOMmesticuDemand!.<7 caer ee ee 
RCenM a CON die ot AC Geen re rtene Renee es cle ne Rena oats eee ee 
Corporate EinanCla lt Ost! Ollmemnirce rts. creer ret cet acer aa: henunaa ooh, 
A DOUTEVIATKC (Srey ce ome Seen eaten cae erae Aiur as hace. icc aes 
Prices, Costs and. internationale Ompetitivenesssm se eae 
ReplOnaieE CONOMNC rh Ch OMMANC Crt oven erate acte aa ane oe 


iC anadiah ECONOMIC! RTOS DCC tSaaw Pete treme! cnc di) reac accent? 
PT COCLUICUI ON yee emer eres ire te ens, toe nen ee ah acannon tact dasentels 


The Short-Term Outlook for the Canadian Economy...................0....... 
Canada’s Medium-Term Economic Prospects, 1990-1993 ......00.00.0...... 


Annexes 


List of Tables 


1. International Economic Prospects in the Short Term. 2.2 19 
2. Recent Canadiam Pconomic Developments. +7. eee 26 
3. The Canadian Economic Outlook: Main Economic 
Endicatorse TOS to TOSS ek eee eee ae eet ee 33 
4. Medium-Term Economic Outlook: Selected Economic 
Indicators; 1987:to 1993 vren ea. een nore ew ee on. 40 
5A Comparison-of US Forecast: Views... sasus metre ee ce, aa 
List of Charts 
Key Internanonalirade:Imbalancesin then os0se.e = 6 
2, UcowPederal BuGseva eliCltS 1m: thes L978 US ememens ween nr re ener dena eee 8 
3. Growth in the Major Industrial Countries in the 1980s........0..00..00ccceee. 9 
4.US. Reliance onForeien Savinesin the 1980s... 2 ee 10 
5. Movements in the U.S. Trade-Weighted Exchange Rate in the 1980s ....... 1] 
6. Evolution of the Sources of U.S. GNP Growth, 1983 to 1989 000... 20 
7. Recent Canadian Economic Performance in 
ancinternationalvPerspective...gc0n0 = ere ee ee ee ee ee ie, 24 
8» Regional Distributionsot Investment Growthij. ss. ets 29 
9, Regional Distribution of Employment Growth... 30 
10. Economic Performance and Prospects in Canada: 1985-1993 ooo... 32 
lis Private SectorShort-Term Forecast Views. eet ea oh an sac 42 


1. Introduction and Overview 


Canada is now in its sixth year of economic expansion following the 1981-1982 
recession. Over the last year, as in 1986, Canada was the fastest growing economy 
in the Group of Seven largest industrial countries (G-7). Indeed, since 1984 
Canada has had the strongest employment and output growth among the major 
industrial countries. Moreover, the substantial improvements in the fundamentals 
underlying the domestic economy in recent years, coupled with structural policy 
initiatives such as free trade and tax reform, suggest that the Canadian economy is 
well positioned for sustained, non-inflationary growth into the 1990s. 


Canada’s economic performance in 1987 significantly exceeded most expectations. 
Real output growth is estimated to have been 3.8 per cent last year — substantially 
stronger than expected by most private sector forecasters who, at the time of the 
February 1987 budget, were calling for growth of about 2.3 per cent on average 
for the year. At the same time, inflation, which had moved up to 4.8 per cent by 
mid-year, declined to 4.2 per cent by December and averaged 4.4 per cent for the 
year as a whole. Labour productivity increased | per cent, and with continued 
restraint in wage settlements and unit labour costs, Canada’s international 
competitiveness continued to be strong. 


At year-end, the unemployment rate stood at 8.1 per cent, down 1.3 percentage 
points from a year earlier and the lowest level experienced since September 1981. 
Employment surged by 4.2 per cent from December 1986 to the end of 1987 as 
486,000 new jobs, almost all of them full-time, were created. 


The sources of economic growth also shifted favourably in 1987. In the first two 
years of the recovery from the 1981-1982 recession, real output growth had been 
primarily fuelled by rapidly rising exports, principally due to the booming U.S. 
economy, while domestic demand was not buoyant and business non-residential 
investment spending was falling. In 1985, domestic demand growth increased 
substantially in Canada, accounting for most of our output growth, but this came 
mainly from consumption and housing as business investment remained weak. By 
1987, domestic demand growth substantially outstripped real output growth, and 
business non-residential investment spending had finally become the key source of 
new demand. Investment intentions surveys suggest that the volume of business 
investment spending will continue to grow by close to 10 per cent in 1988. Strong 
investment spending Is critical in order to reduce near-term capacity constraints, 
to improve Canada’s international competitiveness and to take full advantage of 
the potential gains from Canada-United States free trade. 


All regions and sectors shared more fully in Canada’s economic expansion in 1987 
as both output and employment growth were more evenly distributed across the 


N 


country. The firming in many commodity prices, the realignment of the Canadian 
and U.S. currencies against overseas currencies and the sharp increase in capacity 
utilization rates in many sectors all contributed to this greater balance in 
economic performance. 


Canada’s robust performance in 1987 was achieved despite only moderate growth 
in the world economy, continuing large international imbalances and volatility in 
international currency and exchange markets. The international economy is going 
through a difficult time. Large current account imbalances exist, with the United 
States running a large deficit and Germany and Japan large surpluses; substantial 
swings have occurred in exchange rates; and difficult debt problems exist in many 
developing countries. These imbalances must be unwound to sustain world growth. 
A realignment of exchange rates is part of the solution, but as was recognized in 
the Louvre Accord, appropriate demand management and structural policies must 
also be put in place in the major industrial countries. Chapter 2 reviews the factors 
underlying the emergence of international imbalances, discusses the policy and 
economic developments necessary to unwind them and considers the progress that 
is being made. 


Chapter 3 sets out the Department of Finance’s projection for the international 
economy. It is based on the view that gradual but sustained progress will be made 
in unwinding international imbalances. A key part of this rebalancing results from 
fiscal deficit reduction in the United States, expansionary demand management 
policies and structural reforms in the other major industrial countries, and a 
realignment of exchange rates. Against this backdrop, growth in the U.S. economy 
is expected to slow in 1988, in part as a result of the stock market decline of last 
October. Inflation in the United States is expected to pick up temporarily as the 
effects of the large depreciation of the U.S. dollar move through to prices, but an 
ongoing acceleration of inflation will be avoided. Growth in the overseas 
economies will be moderate in 1988, but should increase slightly thereafter as 
demand management policies lead to some firming in domestic demand growth. 


Chapter 4 reviews the performance of the Canadian economy in recent years, with 
particular emphasis on 1987. Real output is estimated to have increased by 3.8 per 
cent last year, or 5.3 per cent between the fourth quarters of 1986 and 1987. The 
fundamentals underlying the Canadian economy are strong. None of the signs that 
typically precede an economic downturn is evident: business inventories are lean; 
inflation has not accelerated and is showing signs of declining; and corporate and 
consumer debt burdens have been contained. Indeed, 1987 witnessed solid gains in 
household incomes, consumer confidence remained high, business investment 
soared, and the economy moved into a strong position to compete in international 
markets. Over all, the Canadian economy is well poised for continued expansion. 


Chapter 5 sets out the Department of Finance’s short-term forecast which 
incorporates the fiscal measures announced in the February 1988 budget, the first 
stage of tax reform and the Canada-United States Free Trade Agreement. The 
Canadian economy is expected to grow less rapidly in 1988 than last year. In part, 
this is due to the impact of the stock market decline of last October, but it also 
reflects a normal adjustment from the unsustainably high pace of growth that was 


realized last year. Real output growth is forecast to average 2.8 per cent in 1988, 
but the growth rate will likely slow more in the first half of the year before 
rebounding later in the year. Little change in the unemployment rate is expected 
on average over the year. Growth is expected to strengthen in 1989, stimulated in 
part by free trade and tax reform. Inflation is expected to decline gradually. 


Chapter 5 also presents a projection of Canada’s economic prospects over the 
medium term. The medium-term projection is necessarily subject to greater 
uncertainty than the short-term forecast, as it attempts to set out how the 
Canadian economy may unfold over time in a complex, highly integrated and 
uncertain world economy in which substantial international policy changes are 
required. Economic performance in Canada over the medium term will depend on 
the extent of progress towards reducing imbalances in the international economic 
environment. Recent indications suggest that such progress is being made, albeit 
slowly. Nevertheless, continued progress is not assured. Canada can contribute to 
such progress by strengthening the domestic fundamentals of the Canadian 
economy and by playing a strong role through the G-7, the Economic Summits 
and other international groups to encourage appropriate policies to tackle and 
reduce these international imbalances. 
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2. The International Economic Environment 


Introduction 


Economic performance in Canada is influenced significantly by the international 
economic environment. Canada is a major trading nation in a highly integrated 
world economy. Economic events abroad impact initially upon our financial 
markets and our export industries, then spread rapidly to all sectors and regions of 
the economy. The manner and extent to which Canada is affected by international 
developments depends, however, on two key factors: first, the inherent strength 
and competitiveness of the domestic economy; and second, the nature of the 
changes in the international economy. 


At present, the international economic environment is one in which large 
imbalances — fiscal, trade and debt — present potential obstacles to sustained world 
growth. Chart | shows the evolution of trade imbalances in the three largest 
industrial countries in the 1980s. Tackling these imbalances has been the focus of 
Group of Seven (G-7) policy co-ordination since the Tokyo Economic Summit in 
1986. At that time, the government leaders of the seven largest industrial 
countries asked their Finance Ministers to establish the G-7 to promote closer 
economic co-ordination. The establishment of the G-7 recognized the close 
interrelationships among the major economies and the need to work together to 
reduce imbalances while sustaining world economic growth. At the 1987 
Economic Summit in Venice, the government leaders endorsed the work done by 
the G-7 and directed the G-7 to intensify its co-ordination efforts. 


At the heart of the international imbalances problem is the need for significant 
policy and economic adjustments in the major industrial countries: fiscal deficits 
must be reduced in trade deficit countries; structural policies to enhance non- 
inflationary growth must be implemented, particularly in trade surplus countries; 
exchange rates must appropriately reflect underlying competitiveness; and trade 
liberalization must be expanded and protectionism avoided. But the correction of 
imbalances of this magnitude and complexity takes time, and the slow pace of 
progress to date has generated uncertainty and volatility in currency and financial 
markets. 


This chapter outlines the evolution of international imbalances in the 1980s, 
discusses the factors that were responsible for their emergence, sets out the policy 
and economic developments that are necessary to unwind them, and then reviews 
the progress that has been made to date in effecting such actions. 


Chart 1 


Key International Trade Imbalances 
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Sources: OECD Main Economic Indicators, IMF World Economic Outlook, October 1987, 
and Department of Finance estimates. 


The Emergence of World Imbalances 


The large and persistent international imbalances that now so dominate the 
international economy had their origins in the early 1980s. The international 
environment leading up to the 1981-1982 worldwide recession was characterized 
by high and rising rates of inflation, the second “shock”’ to oil prices from the 
Organization of Petroleum Exporting Countries (OPEC), deteriorating fiscal 
positions, and a shift to a restrictive monetary policy stance by the central banks 
of most of the major industrial countries. The recession had a dramatic impact in 


reducing inflation and inflationary expectations, but the associated large output 
losses and the sharp increases in unemployment rates, combined with continuing 
high real interest rates, put substantial upward pressure on fiscal deficits 
throughout the Organization for Economic Co-operation and Development 
(OECD) area. At the same time, the recession and high interest rates had serious 
implications for balance sheets — personal, corporate and government. The impact 
on balance sheets was particularly severe for countries with high ratios of debt to 
gross domestic product (GDP), and for those countries whose exports were 
primarily raw materials as commodity prices fell significantly in real terms. 


In this environment, economic and policy developments proceeded quite 
differently in the United States and in the major overseas countries, particularly 
Japan and Germany. In the United States, the combination of large expansionary 
tax cuts introduced in 1981 and substantial increases in defence spending 
exacerbated the cyclical increase in the fiscal deficit arising from the 1981-1982 
recession (Chart 2). This resulted in a huge increase in the U.S. budget deficit: the 
USS. fiscal deficit rose from $79 billion, or 2.6 per cent of nominal gross national 
product (GNP) in fiscal year 1981, to $212 billion by fiscal year 1984 and a peak 
of $221 billion, or 5.3 per cent of nominal GNP, in fiscal year 1986. While U.S. 
fiscal policy was strongly expansionary, U.S. monetary policy remained restrictive 
in order to obtain and secure substantial declines in U.S. inflation. 


The role of U.S. fiscal policy in stimulating domestic demand was compounded by 
a surge in U.S. consumer and investment spending in the recovery. The U.S. 
economy emerged from the 1981-1982 recession with surprising strength. 
Domestic demand expanded 23.4 per cent from the end of 1982 to the end of 
1986, as U.S. consumers were willing to substantially reduce their savings to 
purchase consumer goods, and U.S. corporations were willing to add to debt to 
finance ambitious investment spending plans (Chart 3). For example, the U.S. 
personal savings rate fell to a postwar low of 2.8 per cent in the third quarter of 
1987 from a level of around 7 per cent at the beginning of the 1980s while, over 
the past five years, consumer credit outstanding has risen from 14 per cent of 
disposable income to 19 per cent. U.S. industry has also been accumulating debt 
rapidly. Over the same period, non-financial corporate debt rose from 92 per cent 
of corporate net worth to more than 120 per cent. 


Economic and policy developments were proceeding differently abroad. Restrictive 
demand management policies were pursued in most of the major overseas 
countries to consolidate and improve their fiscal positions. Consumer and business 
confidence was slow to recover from the recession, and domestic demand growth 
was weak. Domestic demand growth in the main overseas countries increased only 
13.3 per cent from the end of 1982 to the end of 1986 (Chart 3). Uncertainty over 
future economic prospects in these economies, combined with high domestic 
savings rates, meant there were large pools of domestic capital seeking a higher 
rate of return abroad. At the same time, the strong boost to exports from U.S. 
growth, in conjunction with a sharp depreciation of overseas currencies against the 
U.S. dollar, resulted in the export sector providing the main source of growth in 


Chart 2 
U.S. Federal Budget Deficits in the 1980s 
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and Data Resources Incorporated. 


these overseas countries, rather than a more sustainable balance of growth 
between domestic and external sources. 


With soaring public sector borrowing requirements in the United States and large 
private sector demands for funds but low domestic savings rates, the U.S. economy 
needed foreign capital to finance its expansion (Chart 4). As a result, U.S. interest 
rates rose and interest rate differentials widened relative to many of the large 
overseas countries in order to attract foreign capital. The capital inflows attracted 
to the United States by these interest rate differentials, and augmented by a 
bullish view of U.S. growth prospects and the relaxation or removal of capital 
controls in some overseas countries, led to a sharp appreciation in the trade- 
weighted value of the U.S. dollar throughout the first half of the 1980s (Chart 5). 
Together with much stronger domestic demand growth in the United States than 
abroad, the significant appreciation of the U.S. dollar resulted in a sharp 


Chart 3 


Growth in the Major Industrial 
Countries in the 1980s 
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deterioration in the U.S. trade position. Analyses suggest that roughly two-thirds 
of the deterioration in the U.S. trade deficit between 1981 and 1986 was due to 
the differing fiscal policy stances in the United States and abroad, with their 
resulting effects on final demand, prices, interest rates and exchange rates.” 


The implication of these developments for many overseas countries was equally 
dramatic. Trade surpluses in several of the overseas economies accumulated very 


() See, for example, William L. Helkie and Peter Hooper, “An Empirical Analysis of the External Deficit, 
1980-86”, in External Deficits and the Dollar: the Pit and the Pendulum (Washington, D.C.: the Brookings 
Institution, 1988) and Peter Hooper and Catherine L. Mann (Revised October 16, 1987) “The U.S. External 
Deficit: Its Causes and Persistence”, paper prepared for Conference on the U.S. Trade Deficit — Causes, 
Consequences and Cures, Federal Reserve Bank of St. Louis, October 23-24, 1987. 


Chart 4 
U.S. Reliance on Foreign Savings in the 1980s 
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quickly over this period. Japan and Germany went from being close to a balanced 
position on their current accounts in 1981 to surpluses of U.S. $86 billion and 
$37 billion, respectively, in 1986. The newly industrializing countries of Taiwan, 
Korea, Hong Kong and Singapore — the NICs — had relatively small current 
account imbalances in the early 1980s. By 1987, however, almost one-quarter of 
the U.S. trade deficit, or more than U.S. $35 billion, was with the NICs whereas 
in the early 1980s less than 10 per cent of the U.S. deficit was with these 
countries. 


in addition, there is the growing portfolio imbalance resulting from these trade 
and fiscal imbalances. The heavy reliance of the United States on capital inflows 
to finance its trade deficit has transformed the United States from the world’s 


Chart 5 
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(1) The value of the U.S. dollar against a trade-weighted basket of 15 industrial country 
currencies. The exchange rate measure was developed by Morgan Guaranty Trust, 
and the data were obtained through Data Resources Incorporated. 


largest creditor nation in 1981 to the world’s largest debtor in 1987, with a net 
external indebtedness of around U.S. $400 billion. Accumulation of external debt 
at the recent pace of about $150 billion per year is an unsustainable situation. 


Unwinding World Imbalances and Sustaining World Growth 


The emergence of the present international imbalances is not due to a single or 
simple factor. On the contrary, the imbalances arose largely as the collective result 
of a number of different national economic policies geared to a variety of short- 
term and medium-term policy objectives. These policies were often implemented 


by countries without a full understanding of their impacts on other countries and 
their potential feedback effects on themselves. 


For example, the United States introduced expansionary fiscal policies in the early 
1980s designed, in part, to increase the long-term potential growth of the U.S. 
economy through enhancing supply-side incentives. But these policies had the 
short- to medium-term result of worsening the already deteriorating fiscal and 
trade deficits. On the other hand, many of the major overseas economies 
introduced deficit reduction policies early in the recovery from the 1981-1982 
recession in order to achieve shorter-term fiscal consolidation objectives but with 
the near-term result of slowing domestic demand growth. Overseas countries were 
also slow to introduce structural policies to enhance longer-term domestic growth 
prospects, with the result that these economies continued to have an over-reliance 
on trade expansion for continued growth. 


By early 1985, it was clear that substantial adjustments were required: exchange 
rates were not at levels consistent with a restoration of current account 
equilibrium; the international investment position of the United States was 
deteriorating at an unsustainable rate; the fiscal deficit in the United States was 
crowding out the private sector while fiscal consolidation in overseas economies 
was dampening domestic demand; protectionist pressures were mounting in the 
United States; and the less developed countries (LDCs) were being squeezed by 
high real interest rates and low commodity prices. 


Simply put, adjustment required a combination of relative price changes and 
relative demand changes among the major industrial countries. In terms of 
relative prices, U.S. goods had to become more competitive in world markets 
through either a lower value of the U.S. dollar against other currencies or higher 
domestic currency prices for foreign goods. At the same time, domestic demand 
growth had to slow in the United States and increase in the major overseas 
countries. In short, to significantly reduce international imbalances, the United 
States had to go through a sustained period where final domestic demand growth 
was less than output growth, while the reverse was required in the main overseas 
countries. 


It is important to recognize that such adjustment would eventually occur with or 
without co-ordinated policy actions. However, a market resolution of the 
imbalance problem would likely result in a much less favourable international 
economic environment for a considerable period of time than would a co-ordinated 
policy resolution. 


Price adjustment is an indispensable part of the unwinding of international 
imbalances. The U.S. dollar had to fall substantially from its early-1985 levels to 
restore competitiveness to the U.S. trade sector, and to force the adjustment in the 
main Overseas countries away from production for export and towards production 
geared to domestic demand. But exchange rate realignments alone are not enough 
to resolve the international imbalances. Too large or too rapid a decline in the 
value of the U.S. dollar could be destabilizing. This would create volatile exchange 


rate expectations that would make it difficult‘for businesses to plan, and would 
interfere with the required rebalancing of resources devoted to the domestic and 
trade sectors in the United States and abroad. Over-shooting of the dollar 
exchange rate in the course of this price adjustment could also give rise to 
inflationary pressures in the United States, and deflationary pressures abroad. 
Price adjustment is needed, but at an appropriate pace and in conjunction with 
appropriate demand management policies and structural policy initiatives in the 
major industrial countries. 


Demand adjustment requires, in part, different fiscal policies in the United States 
and overseas. The United States has to tighten fiscal policy. Domestic demand 
growth in the United States needs to be restrained so that capital and labour 
resources can be transferred away from domestic absorption to the sectors 
producing exports and import substitutes. Without further deficit reduction, the 
necessary shift in resources is unlikely to be accomplished without excess demand 
pressure on capacity that could re-ignite inflationary pressures. At the same time, 
stronger domestic demand growth in the overseas economies is required to increase 
foreign markets for U.S. goods and to sustain the volume of world trade and 
output in the face of contracting U.S. import demand. To ensure strength in 
domestic demand in the overseas economies, some shift towards more stimulative 
demand management policies is needed as well as reform of structural policies to 
remove market impediments that limit internal growth prospects and block trade 
in many of the major overseas countries. 


The resolution of international imbalances is not solely a challenge for the United 
States, Germany and Japan — policy co-operation can be successful only if it 
involves all the major industrial countries. Fiscal and trade imbalances and 
structural rigidities must be reduced throughout the OECD area, and the plight of 
the less developed countries is a concern of all. As a member of the G-7, Canada 
has a role to play in the adjustment process. Canada is committed to a medium- 
term domestic strategy of fiscal consolidation. Canada is also committed to a 
wide-ranging agenda for economic renewal that includes free trade, tax reform, 
deregulation, financial sector reform and privatization. The remaining G-7 
countries — the United Kingdom, France and Italy — have also set out fiscal and 
structural policy strategies designed to revitalize their domestic economies and 
increase the productivity and long-term growth potential of their private sectors. 


Progress, Challenges and Uncertainties in the International Economy 


Over the last year, some progress has been made towards reducing international 

imbalances. The Louvre Accord, agreed to among the G-7 countries in February 
1987, indicated an understanding of the sources of the international imbalances 

and the need for co-ordinated policy adjustments. 


However, the pace of implementation of the required policy adjustments has been 
less rapid than markets would have liked, and the results have been slower to 
materialize than most anticipated. Considerable exchange rate adjustment has 


occurred: after eight months of relative stability, a sharp depreciation of the U.S. 
dollar against the main overseas currencies occurred following the stock market 
decline in late October. New fiscal packages were announced in the United States, 
Japan and Germany. As well, domestic demand growth has shown signs of 
increasing in some of the overseas countries, particularly in Japan, and decreasing 
in the United States. But volatility and uncertainty in exchange markets 

remain high. 


Co-ordination of Policies 


The Louvre Accord was an agreement to reduce the international imbalances by 
co-ordinating policy actions in a manner that would be consistent with exchange 
rate stability. All G-7 countries committed themselves to policies designed to 
contribute to the resolution of the imbalance problem and to create the conditions 
necessary for sustained non-inflationary growth in the international economy. 


The G-7 countries are acting on this commitment. In early 1987, the Japanese 
government announced a 6 trillion yen fiscal stimulus package. The German 
government announced it was injecting some fiscal stimulus by bringing forward 
into 1988 a part of the income tax reductions that had been scheduled for 1990. In 
September 1987, a revised version of the Gramm-Rudman-Hollings deficit 
reduction law was passed in the United States, mandating a balanced budget by 
1993. On December 22, 1987, President Reagan signed into law a budget package 
that would reduce the deficit by $33.5 billion in fiscal year 1988, implementing 
the first part of a two-year deficit reduction package. Shortly thereafter, the G-7 
countries reaffirmed their commitment to policy co-ordination, the timely 
implementation of appropriate policies to redress international imbalances, and 
greater exchange rate stability than had occurred in the period following the stock 
market decline. 


Price Adjustments 


The trade-weighted value of the U.S. dollar declined 36 per cent from its February 
1985 peak to the end of 1987 (see Chart 5). Much of the depreciation of the U.S. 
dollar over this period was against the yen and the Deutsche Mark. In terms of 
both of these key overseas currencies, the value of the U.S. dollar at the end of 
1987 was at a 40-year low, well below the level that prevailed in 1981. By the end 
of 1987, for example, the U.S. dollar was worth one-half the number of yen and 
Deutsche Marks it had bought in February 1985. In the period leading up to the 
Louvre Accord, and in the latter part of 1987, this realignment of currency values 
occurred in very volatile exchange markets. 


Demand Adjustments 


The U.S. fiscal deficit fell to $148 billion in fiscal year 1987 from $221 billion the 
previous year. However, some of the decline was attributable to one-time-only 


Evolution 


effects and the deficit was generally expected to rise again in fiscal year 1988 in 
the absence of significant discretionary action. The two-year deficit-reduction 
package negotiated in November 1987, for which the first-year measures were 
implemented in December, will reduce the underlying deficit, but the actual 
deficits for fiscal years 1988 and 1989 will likely be slightly above the level of 
last year. 


The silver lining in the October stock market decline is that it is expected to slow 
domestic demand growth in the United States this year, and thereby play a role in 
slowing U.S. demand for domestic and imported goods and services over the near 
term. This will assist the switching of labour and capital resources in the United 
States from domestic consumption to the sectors producing exports and import 
substitutes. Recent fiscal deficit-reduction measures will also be important in 
accommodating this transfer of resources. 


Last year’s stimulative fiscal package introduced in Japan has already produced a 
quickening of domestic demand growth. The smaller amount of fiscal stimulus 
introduced in Germany has not yet turned around sluggish domestic demand 
growth. In early December, Germany and six other European nations moved to 
stimulate their economies through co-ordinated interest rate reductions. 


Progress in revitalizing the Canadian economy has been very promising. Domestic 
demand growth has greatly strengthened over the last three years, and supplanted 
an over-reliance upon exports to the United States as the main source of economic 
growth. Substantial progress has been achieved in reducing the federal fiscal 
deficit, slowing the rate of growth of debt and controlling government spending. 
The government has also moved aggressively to carry out major structural 
initiatives as part of its strategy for economic renewal including the Canada- 
United States Free Trade Agreement, stage one of tax reform, the deregulation of 
the energy sector, financial sector reform, privatization, and modernization of 
business framework legislation for competition policy, copyrights and patents. 


of Trade Imbalances 


In nominal terms, current account imbalances measured in U.S. dollars have not 
improved significantly. The nominal current account deficit in the United States 
increased from 1986 to 1987. Nominal surpluses in Germany and the NICs 
increased further in 1987 and the surplus in Japan remained very large. 


At the same time, however, there has been a large improvement in real trade 
imbalances. The depreciation of the U.S. dollar has substantially improved the 
cost competitiveness of U.S. goods, which is reflected in the figures for the volume 
of trade. In the third quarter of 1987, the volume of U.S. exports was up 15.1 per 
cent from a year earlier. Over this period, the U.S. improved its real balance 
between imports and exports by 0.6 per cent of real GNP. Excluding petroleum, 
the real U.S. trade deficit has narrowed by some 30 per cent since it peaked in the 
third quarter of 1986. Conversely, the overseas G-7 economies are experiencing 
sizeable contractions in their real net export balances: in aggregate, the real trade 


balances of Germany, France, the United Kingdom, Italy and Japan are estimated 
to have declined by almost | per cent of their real GNP in 1987. 


Despite the fact that in real terms the U.S. current account deficit has improved 
significantly and the Japanese and German trade surpluses have fallen, the 
continued deterioration in the U.S. nominal current account balance has been a 
source of disappointment and confusion to markets. To some extent, the lack of 
progress in nominal terms was expected, due to the so-called “J-curve” 
phenomenon, whereby the effect of a depreciation in the U.S. dollar worsens the 
U.S. terms of trade such that it initially offsets the improving net flow of goods 
and services in volume terms. But the “J-curve” effect is short term and 
transitional in nature, and it cannot account entirely for the slow adjustment of 
the U.S. current account imbalance. 


Other factors have likely also played a role in the slowness of adjustment. First, 
the currencies of some of the countries such as the NICs which have recently 
emerged as major U.S. trading partners have not appreciated substantially against 
the U.S. dollar. These currencies are often excluded or under-weighted in 
exchange rate indices. Second, U.S. import prices have not risen nearly as rapidly 
as the U.S. dollar has depreciated and the adjustment of real net exports to the 
depreciation of the U.S. dollar has been limited by the extent of the import price 
increases. For instance, from February 1985 to the end of 1987, the U.S. dollar 
depreciated by 36 per cent against a basket of currencies from 15 of its major 
trading partners, while the non-oil import price deflator rose less than 10 per cent. 
The relatively slow rise in import prices has been attributed to profit margin 
squeezing by foreign companies. Third, there is a growing net investment income 
outflow generated by the increasing stock of U.S. net foreign indebtedness, and 
this is an increasing pressure on the U.S. current account. Fourth, until recently, 
the relative demand adjustments required in the United States and abroad to 
rebalance domestic demand for imports were not very substantial. Taken together, 
these factors suggest that progress in reducing the nominal U.S. trade deficit will 
be slow. 


Challenges and Uncertainties 


Uncertainties remain in the outlook for the international environment. It is still 
unclear whether a smooth unwinding of international imbalances can be achieved, 
in particular whether appropriate policy changes of a sufficient magnitude will be 
taken in a timely fashion. As well, the repercussions of the stock market crash on 
the U.S. and overseas economies and the possibility of further financial market 
volatility add to uncertainty in the international environment over the near term. 


Progress is being made, however, and further gains in unwinding international 
imbalances over the next several years are expected. The threat to sustained global 
economic expansion of the present world imbalances must be faced, and the risks 
associated with inaction or inappropriate actions must be clearly recognized. But 
there is nothing inevitable about these imbalances triggering a recession or a 
resurgence of inflation. Avoiding these risks requires that policy makers rise to the 
challenge and take the appropriate co-operative actions to resolve the imbalances. 


3. International Economic Prospects 


Introduction 


Real output growth in the United States is forecast to slow in 1988. This slowing 
growth will result in part from consumer and investor reactions to the stock 
market decline, as well as a slowdown in consumer spending resulting from the 
deterioration in recent years of household financial positions. Growth is expected 
to strengthen in 1989 and subsequent years led by a continuing improvement in 
real net exports and a pickup in consumer spending. While inflation is expected to 
increase temporarily in 1988 as the depreciation of the U.S. dollar works its way 
into domestic prices, it is expected to stabilize by the end of 1989 near recent 
levels. Growth in the overseas economies is projected to continue at a moderate 
pace in 1988 and to pick up slightly starting in 1989 as the growth of domestic 
demand responds to a more expansionary policy setting. Such a pattern of growth 
is consistent with a gradual unwinding of international imbaiances resulting in a 
lower current account deficit in the United States and smaller current account 
surpluses in Japan and Germany. 


The projections described in this chapter for the United States and the major 
overseas economies are based on the assumption that co-ordinated policy actions 
by the G-7 result in a gradual and steady improvement in the major international 
imbalances without significant disruption to the world economy. 


The U.S. authorities are assumed to achieve steady and significant reductions in 
the deficit over the medium term. In addition, Germany and Japan are assumed to 
undertake further policy actions to offset the effects of the withdrawal of U.S. 
fiscal stimulus and their own declining trade surpluses by stimulating domestic 
demand in their own countries and by implementing structural reforms. The 
resulting healthy growth in overseas domestic demand, combined with the 
depreciation of the U.S. dollar and the restraining influence of restrictive U.S. 
fiscal policy, should result in a steady and sustained reversal of the major 
international imbalances. 


In turn, the perception of effective policy responses and improving imbalances 
should contribute to an environment where high real interest rates moderate, 
which in turn should reinforce medium-term growth prospects. Steady growth in 
the world economy should set the stage for a firming of commodity prices. These 
developments will combine to make the debt burdens of the developing countries 
more manageable. 


Prospects for the U.S. Economy 


In some respects, the recent performance of the U.S. economy has been very good. 
Over the first three quarters of 1987, real output growth averaged a healthy 3.7 
per cent. The civilian unemployment rate in December 1987 was 5.8 per cent, the 
lowest level in more than eight years. While the economy is thought by many 
analysts to be running close to its capacity level, inflation remains relatively 
moderate. Moderate wage gains combined with ongoing productivity increases are 
keeping unit labour cost increases low. 


Real GNP in the U.S. economy is estimated to have grown 2.8 per cent in 1987 on 
an annual average basis. This continues the 2 3/4 to 3-per-cent pace of output 
expansion experienced since 1985. Yet beneath the relative stability of the total 
output growth figures in recent years are some prominent shifts in the distribution 
of growth. Final domestic demand growth in the United States slowed to an 
estimated 1.8 per cent in 1987 from growth rates averaging more than 5 per cent 
per year over the previous three years. Substantial improvement in the volume of 
real net exports provided the additional stimulus to growth last year. 


The slowdown in final domestic demand was experienced in all the major 
categories. Some slackening in the pace of U.S. consumer and government 
expenditures is a necessary part of the demand adjustment required to unwind 
world imbalances. 


Lower energy prices drove the U.S. rate of inflation down sharply in 1986 to 

1.1 per cent by December on a year-over-year basis. Then the rebound in energy 
prices resulted in a sharp rise in inflation in 1987 with the rate reaching 4.4 per 
cent in December. Food prices also contributed to the inflation pickup. Excluding 
food and energy, the annual U.S. rate of inflation was 4.1 per cent in 1987, almost 
the same rate as in 1986 and down slightly from the 1983 to 1986 average. This 
stability in inflation excluding food and energy has occurred despite the recent 
emergence of fairly sharp increases in import prices for consumer items. 


The forecast for the U.S. economy over the near term is summarized in Table 1. 
Real output growth is forecast to decline from an annual rate of 2.8 per cent in 
1987 to 2 per cent in 1988 before rebounding to 2.7 per cent in 1989. Growth in 
final domestic demand is projected to slow further in 1988 as consumer spending 
slows and residential investment declines. But overall growth is expected to be 
sustained by an improvement in the trade balance and a turnaround in business 
investment spending. The relative contributions of domestic demand and net 
exports to GNP growth are shown in Chart 6. 


Slowing of final domestic demand growth in 1988 was expected prior to the 
October 1987 stock market fall, largely on the basis of an expected adjustment in 
consumer spending on durables and housing as consumers retrench in response to 
a slowing in income growth and a worsened financial position. This slowdown will 
be augmented by the likely effects on consumer spending of the October stock 
market decline. 


Table | 


International Economic Prospects in the Short Term 


1987 1988 1989 


(annual percentage changes 
unless otherwise specified) 


United States 


Real GNP 2.8 2.0 De 
Final domestic demand 1.8 1.0 ie 
Net exports (billions of 1982 dollars) —129 — 64 —10 

CPI Seyi 4.4 4.7 
Unemployment rate (per cent level) Ope 6.1 Dey 


Federal government balance 
($ billions, unified budget basis, 


fiscal year) — 148 —153 — 160 
Current account balance ($ billions) —154 — 13] — 106 
90-day commercial paper rate 

(per cent level, true yield) 70 eZ 70 
AAA corporate bond rate (per cent level) 9.4 oo 9.8 

Other major OECD countries 
Real GNP/GDP 

Europe Peg 129 pees) 
Germany IRS 1.8 Page 
France, United Kingdom, Italy De) 2.0 D5 

Japan 3-2 oe a 
Inflation (CPI) 

Europe Dass) 2.8 e 
Germany 0.5 ted 1.8 
France, United Kingdom, Italy 4.1 3.6 3.9 

Japan 0.3 1.0 Lies 


Note: The forecasts are based on income and expenditure data available to the third quarter of 1987. 


Source: Department of Finance. 


The expected slowdown in domestic demand growth this year in the United States 
will not be entirely undesirable. It will contain some of the inflationary pressures 
that will emerge as a result of the depreciation of the U.S. dollar during the past 
year, and will facilitate the required transfer of resources from domestic 
consumption to production of exports and import substitutes. The depreciation of 
the U.S. dollar will provide the impetus to continue the revival of the traded-goods 
sector and will maintain the expansion of total output. Having put in place 
significant price and demand adjustments by 1988, the U.S. economy is projected 
to be in a better position for sustained expansion in later years. 


Chart 6 


Evolution of the Sources of 
U.S. GNP Growth, 1983 to 1989 
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Note: Total domestic demand is equal to final domestic demand plus the change 
in inventories. 


Sources: Data Resources Incorporated for historical data, and Department of 
Finance forecasts. 


Inflation is expected to rise slightly from recent rates in 1988 and early 1989 as 
the exchange rate depreciation is passed through to import prices. However, the 
underlying, or core, rate of inflation should continue to be moderate. Interest rates 
are projected to remain relatively steady on average over the near term. 


The budgetary deficit declined sharply to $148 billion in fiscal year 1987 from 
$221 billion in fiscal 1986, but almost half the decline was due to one-time factors. 
The underlying deficit in fiscal 1987 was thus around $180 billion. With the 
recent deficit reduction package, and the expected modest pace of growth, the 
deficit is expected to be in the range of $150 to $160 billion in fiscal years 1988 


and 1989. This represents significant progress in reducing the underlying U.S. 
budgetary deficit. Indeed, as a share of GNP, the U.S. fiscal deficit is forecast to 
fall to 3.2 per cent in 1989 from 5.3 per cent in 1986. 


In volume terms, a continuation of the recent improvement in the U.S. trade 
balance is expected. This reflects the projected slowing in U.S. domestic demand 
growth and the improved U.S. competitive position resulting from the depreciation 
of the U.S. dollar against overseas currencies. In nominal terms, the current 
account balance is forecast to improve slightly, but due to the effects of the 
depreciation of the U.S. dollar on the U.S. terms of trade, the decline in the 
nominal current account balance will be less pronounced than in volume terms. 


Improvements in the U.S. fiscal and trade deficits are assumed to continue over 
the medium term, with both the fiscal and current account deficits dropping below 
$100 billion by the early 1990s. This will require progressively larger amounts of 
discretionary deficit reduction by the U.S. federal government in 1990 and 
beyond. With improving trade and fiscal deficits, interest rates are projected to 
moderate somewhat over the medium term, while the pace of output growth is 
sustained at potential and inflation moderates slightly from the rates expected in 
1988 and 1989. 


The Outlook for the Overseas Economies 


Overall growth in the overseas economies was very moderate over the first half of 
1987. The continued strengthening of overseas currencies against the U.S. dollar 
explains much of the sluggishness of growth as the real trade balances contracted. 
In nominal terms, current account surpluses in Germany and Japan remained 
large but narrowed as a percentage of GNP. The appreciation of overseas 
currencies against the U.S. dollar also contributed to keeping inflation very low. 


The October stock market decline moved monetary policies in many of the 
overseas countries in the direction of ease. Concerns over domestic economic 
growth, as well as exchange rate considerations, suggest that there is some room 
for further easing of monetary policies in some overseas economies. This should 
result in moderate declines in interest rates in 1988. Fiscal policies in Japan and 
Germany are projected to be mildly stimulative, continuing the spirit of the 
Louvre Accord. 


Little improvement in European growth prospects is expected this year. The 
lagged effects of the appreciation of the key European currencies against the U.S. 
dollar that took place in the latter part of 1987 will continue to restrain exports. 
Fiscal policy is expected to be only slightly stimulative in Germany, and broadly 
neutral to contractionary in the other major European countries. The adjustment 
to more domestically-oriented growth will be slowed by the general sluggishness of 
demand, and by market impediments in some countries. A modest growth rebound 
is projected in the European countries for 1989, with domestic demand providing 
the strength. 


21 


22 


The picture in Japan is more encouraging. Growth was particularly impressive in 
the latter part of 1987, in part as a result of stimulative fiscal policy. This trend is 
likely to continue this year and next, and Japan’s output growth will be at or near 
the top among the G-7 economies. 


Looking ahead to the medium term, output is currently below potential levels for 
the major overseas economies. With such excess capacity, and the commitment of 
governments to structural and other policies to stimulate domestic demand, the 
expansion should continue over the medium term at a fairly strong pace without 
the emergence of inflation pressures or bottlenecks. 


4. The Canadian Economic Setting 


Introduction 


The fundamentals underlying the Canadian economy have improved significantly 
in recent years. Following the worst recession of the postwar period in 1981-1982, 
the Canadian economy began to recover strongly in early 1983. However, the 
engine of growth through to mid-1984 was the export sector. Sustained growth 
required a rebalancing from export-led to domestically-generated growth. 


This transition to domestically-generated growth began in late 1984, in part 
facilitated by the government’s policies to foster private sector growth and to 
bolster business and consumer confidence. In both 1985 and 1986, final domestic 
demand growth exceeded growth in total real output, but business non-residential 
investment spending was narrowly based and volatile. For the expansion to be 
sustained without giving rise to inflationary pressures, a further shift in the 
composition of demand to investment-led growth was required to take pressure off 
capacity utilization rates and improve competitiveness. With business investment 
spending up about 10 per cent in 1987, this further rebalancing has begun. 


Last year was the fifth consecutive year of economic expansion for the Canadian 
economy, with real aggregate output advancing by an estimated 3.8 per cent. 
Growth was stronger than forecast in the February 1987 budget, and was much 
greater than had been anticipated by most private sector forecasters at that time. 
Indeed, for the second straight year, Canada had the fastest growth in output and 
employment of any of the major industrial countries (Chart 7). 


The strength in output growth in 1987 was domestically-based, fuelled by 
consumer expenditures and strong business investment. The gains were more 
evenly distributed among sectors and regions of the economy. This strong growth 
was accompanied by a continuation of a moderate pace of inflation. The CPI 
inflation rate, after rising early in the year, fell back to 4.2 per cent by December, 
a rate equal to the average over the previous three years. 


Financial markets exhibited considerable volatility during last year. Stock markets 
worldwide registered strong gains throughout much of the year, peaking in late 
August, but this was followed by a record plunge on October 19. Nevertheless, the 
Toronto Stock Exchange TSE 300 index closed the year above its closing level for 
1986. The Canadian dollar was volatile but on an upward trend against the U.S. 
dollar in 1987, ending the year at a 3 1/2-year high, about 4 1/2 cents higher than 
the year earlier. On a trade-weighted basis against the G-10 currencies — those of 
the 10 largest OECD countries other than Canada — the Canadian dollar 
appreciated about | 1/2 per cent by year-end compared to December 1986. 
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Chart 7 


Recent Canadian Economic Performance 
in an International Perspective 


Average Growth Rates of Real GDP/GNP 
and Employment, 1986 and 1987 
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Sources: OECD Economic Outlook, December 1987, for all 1986 data; Department of Finance 
estimates of 1987 GDP data for all countries, and employment data for Canada and the US. 


Healthy domestic demand, solid corporate and personal balance sheets, high levels 
of consumer confidence and continuing improvements in Canada’s international 
competitiveness are indicative of the underlying strength in the Canadian 
economy. With sound economic fundamentals, and structural initiatives such as 
tax reform, free trade, deregulation and financial sector reform that promise 
further improvements in the economy’s performance, Canada is well positioned to 
respond effectively to the challenges and opportunities in the international 
economic environment. 


Key Aspects of Domestic Demand 


Growth in final domestic demand substantially outstripped that of total output 
(GDP) again in 1987 (Table 2). The strength in final domestic demand was 
concentrated in the private sector, with consumption, housing and non-residential 
business investment expenditures all expanding at rates above that of total GDP. 
Public sector expenditure on final demand continued to grow slowly, reflecting 
ongoing fiscal restraint programs at both the federal and provincial government 
levels. 


Of particular note in 1987 was the very robust pace of business non-residential 
investment, which is estimated to have increased by about 10 per cent, the 
strongest yearly growth rate in six years. Other categories of private sector 
spending also advanced vigorously. Residential investment expenditures rose an 
estimated 14 per cent, nearly matching the strong rate of increase in 1986. 
Housing starts averaged 245,000 in 1987, the highest annual total since 1977. 
Consumption expenditures were also buoyant, advancing by 4.5 per cent. 
Underlying the sustained growth in consumer expenditures was the highest level of 
consumer confidence since the mid-1960s. The high level of consumer confidence 
was also evident in the personal savings rate, which averaged 9 per cent in 1987, 
its lowest level in 15 years. 


International Trade 


Although growth was domestically-led in 1987, the surplus on merchandise trade 
rebounded from the declines in the previous two years. Canada’s nominal surplus 
on merchandise trade is estimated to have risen in 1987 to $12.2 billion from 
$10.4 billion in 1986. Canada’s trade balance improved with the United States 
and Japan, but worsened with the other overseas countries as a group. The 
improvement in the merchandise trade balance reflected both a rise in real net 
exports and an improvement in the terms of trade. Despite increases in commodity 
prices, export prices declined slightly in 1987 and terms-of-trade gains were 
mainly due to a sharp fall in import prices, which declined by 3 1/2 per cent 
largely as a result of a significant drop in the price of computer equipment. 


In real terms, merchandise exports grew about 5 per cent in 1987, reflecting both 
an improved competitive position and a pickup in domestic demand in our two 
major trading partners, the United States and Japan, over the course of the year. 
In spite of strong growth in Canadian domestic demand, however, annual average 
growth in the volume of merchandise imports slowed in 1987. This was due to a 
sharp decline in imports of automobiles, offsetting the increase of imports of 
machinery and equipment in the second half of the year which was spurred by 
strong investment spending. 


Much of the improvement in the merchandise trade balance was offset by a 
deterioration in the nominal trade balance for services. Over all, the current 
account deficit for 1987 is estimated at $8.9 billion, or 1.6 per cent of nominal 
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Table 2 


Recent Canadian Economic Developments 


1985 1986 Osc 


(per cent change unless 
otherwise specified) 


Expenditures (volumes) 


GDP 4.3 33 3.8 
Consumption Se 39 4.5 
Housing starts (thousands of units) 166 200 245 
Residential investment pe? 14.9 14.2 
Business non-residential investment 6.1 DO 10.0 
Government expenditure 35 0.6 2 
Final domestic demand 533 3.6 Sol 
Inventory change (billions of 1981 dollars) IRE) 3.6 0.6 
Exports 6.0 4.7 4.4 
Imports 8.3 de 6.1 
Net exports (billions of 1981 dollars) 18.4 16.6 15.3 
Prices and Costs 
CPi 4.0 4.] 4.4 
Wage settlements Sa 3.4 Si) 
Average wages"? 4.9 3.4 So) 
Unit labour costs 3.5 3.0 2 
Labour market 
Employment 2.8 29 2.8 
Labour force 1.9 1.8 20 
Unemployment rate (per cent level) 10.5 9.6 8.9 
Productivity 1.4 0.5 1.0 
Incomes 
Labour income 7.8 6.4 6.6 
Personal disposable income yn) 5.4 5.9 
Corporate profits 38) —4.8 235-6 
Financial markets (per cent levels) 
Commercial paper rate (90-day) 9.6 oe 8.4 
Prime rate 10.6 10.5 9.5 
Long-term industrial bond rate (McLeod Young 
Weir average) alee 10.8 Pre 
Exchange rate“? 
— Canada-US. (U.S.¢ per Cdn$) Ts 72.0 75.4 
— Trade weighted (1981 =100) 927 86.8 88.5 
— Canada-G-9 (1981=100) 118.8 89.2 80.5 
Memorandum items 
Personal savings rate (per cent level) T39 te es) 9.0 
Merchandise trade balance ($ billions) 16.9 10.4 [22 
Current account balance ($ billions) —1.2 —9,3 —8.9 


a 


For some indicators such as Canadian Income and Expenditure Accounts data, the 1987 figures are 
Department of Finance estimates. 

°°) Wages, salaries and supplementary income per employed person. 

“) Real GDP per employed person. 

The trade-weighted exchange rate is an index of the value of the Canadian dollar vis-a-vis the currencies of 
other G-10 nations weighted by their shares of Canadian trade. The Canada G-9 exchange rate is a similar 
index calculated for the currencies of these same countries excluding the United States. 
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GDP. Although the 1987 current account deficit represents a slight improvement 
from the level of the previous year, it remained large by historical standards, 
largely because grain, oil and natural gas prices continued to be depressed. 


Corporate Financial Position 


Strong business non-residential investment spending in 1987 was the result of a 
number of factors: strong profit growth, healthy sales prospects, high capacity 
utilization rates and solid corporate financial balance sheets. Corporate financial 
health improved substantially in 1987. Corporation profits before taxes rose more 
than 25 per cent last year, led by substantial gains in the resource sector. This 
lifted industrial corporations’ real rates of return on investment above those 
achieved even during the 1977-1980 period when investment growth was strong. 
Corporations took advantage of the strong stock market through the first nine 
months of 1987 to raise a record level of net new equity capital. As a result, 
corporate debt fell to its lowest level relative to equity in 6 1/2 years. 


These improvements in corporate financial health have reduced the vulnerability 
of corporate investment plans to financial market fluctuations. Indeed, industrial 
corporations’ ability to finance investment expenditures out of internal funds is 
now at its highest level in 10 years, even after the recent surge in investment. As 
well, the interest costs of corporate debt are at their lowest level relative to cash 
flow since early 1981. Taken together, the strong debt-to-equity and cash flow 
positions leave the business sector well positioned to finance substantial increases 
in investment, and thereby take advantage of the opportunities presented by 
Canada-U.S. free trade and tax reform. 


Labour Markets 


The domestic strength of the Canadian economy in 1987 was clearly reflected in 
the performance of labour markets. Employment grew 4.2 per cent from 
December 1986 to the end of 1987, so that by year-end 486,000 new jobs had been 
created. Virtually all of the increase represented gains in full-time jobs. Indeed, in 
December, full-time employment recorded its fifteenth consecutive monthly 
increase. 


The drop of 1.3 percentage points in the unemployment rate over the course of last 
year left the rate at 8.1 per cent in December, its lowest level since September 
1981. Unemployment rates decreased sharply for all age and sex groups. The 
youth unemployment rate declined to 12.6 per cent in December 1987, its lowest 
level since August 1981. The adult male unemployment rate and adult female rate 
also fell significantly in 1987, reaching 6.2 and 7.7 per cent respectively. 


Job creation in 1987 continued the strong record of performance of recent years. 
Between September 1984 and December 1987, a total of 1,118,000 new jobs were 
created, an increase of 10 per cent. The unemployment rate declined 
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3.6 percentage points over the same period. The pace of job creation in Canada 
since 1984 has been unmatched by any other G-7 country. 


Prices, Costs and International Competitiveness 


Strong growth in output and employment occurred while at the same time Canada 
experienced a continuation of moderate inflation. CPI inflation averaged 4.4 per 
cent in 1987. After rising in the first half of 1987, largely because of a sharp 
rebound in energy prices and unexpectedly large food price increases, the CPI 
inflation rate declined to 4.2 per cent by December, a rate similar to the average 
over the previous three years. The CPI inflation rate excluding the volatile food 
and energy components was 4.2 per cent in December, down substantially from 
the 5.3 per cent registered in 1986. Canada’s current inflation rate is now below 
that in the United States after having been considerably above the U.S. inflation 
rate in recent years. 


Underlying Canada’s recent inflation performance has been a continuation of 
moderate wage increases, in the range of 3 1/2 to 4 per cent, and further strong 
gains in productivity. Indeed, the continued increases in productivity five years 
into the expansion suggest that the gains are no longer just cyclical in nature but 
likely stem from structural factors that are acting to raise Canada’s long-term 
productivity growth. Unit labour costs rose an estimated 2.7 per cent last year. 


Manufacturing unit labour costs measured on a common currency basis — an 
important indicator of Canada’s ability to compete internationally — have shown a 
substantial improvement relative to our major trading partners since the 
1981-1982 recession. Over the 1983-1986 period, unit labour costs measured in 
U.S. dollars declined an average of 3.0 per cent per year in Canada, reflecting 
strong productivity performance, moderate wage behaviour and the realignment of 
the Canadian dollar against other currencies. This performance implies a 
cumulative gain in Canadian competitiveness over this period of 7 percentage 
points against the United States and 24 percentage points against the other G-7 
countries. With the moderate increase in Canadian unit labour costs in 1987 and 
the further depreciation of the Canadian dollar against overseas currencies, 
Canada’s competitive position improved against overseas currencies but worsened 
slightly vis-a-vis the United States due to the appreciation of the Canadian dollar 
over the last year. 


Regional Economic Performance 
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At the aggregate level, Canada’s economic growth in recent years has been strong. 
At the sectoral and regional level, however, the distribution of growth up to 1987 
had been uneven, being concentrated in Central Canada and in the non-resource 
sector. Low and volatile oil prices, depressed grain prices and weakness in the 
prices of other key commodities slowed growth in the economies of both Western 
and Atlantic Canada. 


The benefits of strong economic growth in 1987 were much more evenly 
distributed among sectors and regions. The strengthening of many commodity 
prices, including a firming in world oil prices, was a key factor behind this greater 
balance. Because the strong business non-residential investment spending was 
broadly based across industries in 1987, investment spending in every region 
except Ontario is estimated to have grown faster than in the previous year 


(Chart 8). In Ontario, the strong investment growth that occurred in 1986 
continued in 1987. 
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Source: Statistics Canada, Public and Private Investment Survey, August 1987. 


There was also much greater regional balance in employment growth in 1987 
(Chart 9). This contrasts sharply with the experience in 1986 when employment 
growth was concentrated in Ontario. As a result, the unemployment rate has 
declined in every province, particularly in some of the Atlantic provinces and in 
British Columbia. Significant decreases in unemployment rates have also occurred 
in Central Canada, with the unemployment rates in Quebec and Ontario now 
below their pre-recession levels of early 1981. 
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5S. Canadian Economic Prospects 


Introduction 


This chapter sets out the short-term outlook for the Canadian economy to 1989 
and presents the medium-term projection for the period 1990 to 1993. Growth in 
the Canadian economy is expected to slow somewhat in 1988, averaging about 
2.8 per cent, and then pick up in 1989 to 3 per cent. As we approach the 1990s, 
Canada is in an excellent position to exploit the underlying strength in the 
economy and the opportunities created by the Canada-United States Free Trade 
Agreement. Nevertheless, Canada’s economic prospects over the medium term 
will be influenced by the extent of the progress in reducing international 
imbalances. 


The Short-Term Outlook for the Canadian Economy 


Real output growth in Canada will slow in 1988, averaging 2.8 per cent on an 
average annual basis but only 1.8 per cent on a fourth-quarter-over- 
fourth-quarter basis (Chart 10 and Table 3). Growth in Canada is expected to 
slow in 1988 for two main reasons. First, some slowing was inevitable from the 
unsustainably high rates of growth of consumer spending and housing experienced 
in 1987. Second, the October decline in the stock market is expected to dampen 
consumer spending. Employment growth is also expected to slow in 1988 and as a 
result further declines in the unemployment rate are unlikely this year on average. 


While the pickup in growth is not expected to be large in 1989 on an annual 
average basis, the economy is expected to experience a sizeable rebound from the 
fourth quarter of 1988 to the fourth quarter of 1989, led by business non- 
residential investment spending and stronger consumption. Real output growth on 
this latter basis is expected to be 3.6 per cent in 1989, or double the pace of the 
previous year. Consumer expenditures will be buoyed by large personal income tax 
refunds associated with tax reform, and business non-residential investment 
spending and exports will be spurred by the Canada-United States Free Trade 
Agreement. The pickup in growth should cause the unemployment rate to resume 
its decline over the course of 1989. Inflation is expected to moderate further, 
allowing some decline in interest rates, particularly in 1989. 


Residential Construction 


Residential construction has been a leading component of growth in gross 
domestic expenditure over the past two years. Through the 1980-1985 period, 
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Table 3 


The Canadian Economic Outlook: Main Economic Indicators, 
1987 to 1989 


1987 1988 1989 


(per cent change unless 
otherwise specified) 


Expenditures (volumes) 


Gross domestic product (GDP) 3.8 2.8 3.0 
Consumer expenditure 4.5 Deg IES) 
Residential investment 14.2 —11.9 —1.9 
Business non-residential investment 10.0 10.6 6.0 
Machinery and equipment LO, 12.4 7.4 
Non-residential construction Ov fot She) 
Government expenditure iba?! 25) ie 
Final domestic demand oe | 2.4 et 
Inventory change (billions of 1981 dollars) 0.6 2.6 1.7 
Exports 4.4 4.0 5.5 
Imports 6.1 4.3 4.0 
Net exports (billions of 1981 dollars) 15.3 15.6 18.4 
Current account balance (billions of current dollars) —8.7 —9.7 —9.8 
Housing starts (thousands of units) 242 be 175 
Prices and costs 
CPI 4.4 4.0 3.9 
GDP deflator 4.4 3.3 3.4 
Average wage settlements asf Sal) 3.9 


Labour market 
Labour force 2.0 De) 1.8 
Employment 2.8 2.8 2.0 
Unemployment rate (per cent level) 8.9 8.3 8.1 


Incomes 
Personal income 6.9 6.8 5.5) 
Corporate profits 23.0 4.8 12.8 
Personal savings rate (per cent level) 9.0 9.2 9.2 
Financial market assumptions 
90-day commercial paper rate (per cent level) 
Nominal 8.4 8.6 7.8 
Real” 4.0 4.6 3.9 
McLeod Young Weir average of long-term 
industrial bond rates (per cent level) 
Nominal hee ig PS 10.3 


() Real interest rates are defined as the nominal rates minus the percentage change in the consumer price index. 


housing starts in Canada averaged 154,000 units annually, well below the rate of 
growth of demographic requirements. As a result, a sizeable backlog of demand 
accumulated. As mortgage rates declined through 1986 and early 1987, and as 
household income and confidence picked up in the environment of rapidly 
increasing employment, pent-up demand was released. Housing starts totalled 
200,000 in 1986 and increased to 245,000 in 1987, the largest annual total since 


1977. This surge of activity has now likely satisfied much of the pent-up demand. 
Over the next two years, housing starts are expected to average approximately 
175,000 per year, roughly in line with demographic requirements. 


Consumption 


The slowing in the rate of housing construction is expected to contribute to a 
reduced rate of expenditure growth on household furniture and appliances. This 
was another area along with housing in which growth was expected to ease 
through 1988 even before the sharp decline in the stock market. Over the past 
three years consumer spending increases, particularly for durables such as 
household furniture and appliances and automobiles, have outrun the growth in 
income so that the personal savings rate in 1987 declined to 9 per cent, the lowest 
rate since 1972. 


The decline in the savings rate from the peak in the early 1980s was to be 
expected, given the substantially lower levels of inflation and interest rates, the 
very high levels of consumer confidence, and the strong pace of job creation in the 
economy. Further large declines in the personal savings rate are unlikely, however. 
For example, the personal savings rate has now fallen close to a “contractual” 
savings rate, which includes such items as mandatory pension plan contributions 
and mortgage principal payments. 


With further declines in the savings rate unlikely, the growth of consumer 
spending over the next several years should slow to a rate closer to the growth of 
personal disposable income. To the extent that perceived wealth and confidence 
were affected by the stock market decline, the slowdown in consumer spending 
growth is expected to be sharper than had been anticipated earlier in 1987. Real 
growth in consumer expenditures is forecast to slow from 5.2 per cent on a fourth- 
quarter-to-fourth-quarter basis in 1987 to about | per cent this year. In 1989, with 
the stimulus of the first stage of tax reform and the lower consumer prices 
resulting from the Canada-U.S. Free Trade Agreement, consumer expenditures 
are expected to recover strongly, growing 3.0 per cent between the fourth quarters 
of 1988 and 1989. 


Business Non-Residential Investment 
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Business non-residential investment grew strongly in 1987 and is expected to 
register strong gains again in 1988 and 1989 for three main reasons. First, rates of 
capacity utilization in many sectors are quite high by historical standards. Second, 
profit growth has been strong, making for healthy balance sheets in the Canadian 
corporate sector. Third, the Canada-U.S. Free Trade Agreement is expected to 
encourage investment as firms restructure their operations and increase their 
capacity to compete efficiently and effectively in U.S. markets. 


The continued strong investment prospects are reinforced by the latest 
Department of Regional Industrial Expansion (DRIE) survey of investment 


intentions conducted in late 1987 after the stock market decline. It indicates that, 
despite the decline in stock prices, large firms plan to raise the rate of nominal 
increase in investment spending to 13.9 per cent in 1988, up from the survey’s 
estimate of 8 per cent in 1987. In addition, the DRIE survey predicts a strong 
pickup in investment in both the Prairie and Atlantic regions. This suggests that 
the trend established in 1987 of a broadening in the strength of investment beyond 
Central Canada will continue. 


Inventory Change 


The vigorous pace of final sales in 1987 resulted in a very slow rate of inventory 
accumulation. As a result, businesses are entering 1988 with very lean inventory 
positions. While normally this might presage strong increases in production to 
facilitate restocking, it is expected that businesses will be cautious in accumulating 
inventories. Thus, inventory investment is expected to make a relatively modest 
contribution to growth in 1988. 


International Trade 


Despite an expected slowing in the growth of Canada’s major foreign markets, the 
outlook for Canadian exports is quite favourable. The lower value of the Canadian 
dollar against overseas currencies and restrained domestic cost increases have 
combined to improve the competitiveness of Canadian industry. Measured on a 
common currency basis (U.S. dollar), for example, unit labour costs in Canadian 
manufacturing over the 1983-1986 period registered the best performance among 
the G-7 economies. Therefore, increased exports to overseas countries other than 
the United States can be expected, as well as further gains in the U.S. market 
against third-country competitors. The Canada-US. Free Trade Agreement 
should also enhance Canadian competitiveness and export performance in 1989 
and beyond. 


As well, Canadian automobile exports to the U.S. were temporarily depressed in 
1987 as some automobile plants were closed for retooling and model conversion. 
With the reopening of these plants, automobile exports should increase in 1988 
even though U.S. demand for automobiles and parts will not likely strengthen. The 
Calgary Olympic Games should provide a boost to tourism earnings in 1988. 


The slowing of domestic demand growth in Canada is expected to reduce the rate 
of growth of imports in 1988. However, the rebalancing of demand in both 1988 
and 1989, with a high investment spending component, will offset this somewhat, 
given the high import content of investment expenditures on machinery and 
equipment. Real net exports are expected to improve slightly in 1988, and more 
substantially in 1989. 


Despite the gains in real net exports over this year and next, the current account 
deficit is not expected to improve significantly before 1990 as the gains in net sales 
of goods and services abroad are expected to be offset by a deterioration in net 
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investment income and transfers abroad. Furthermore, prices of some of Canada’s 
key export commodities, such as oil, wheat and natural gas, are not expected to 
show substantial improvements relative to 1987 average levels over the near term. 


Key Commodity Prices 
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Sharply falling oil prices were a major factor in restraining inflation rates in 
Canada, the United States and major overseas economies in 1986. During 1987, 
oil prices recovered somewhat, with the price of West Texas Intermediate (WTI) 
averaging U.S. $20 per barrel in the third quarter, well above the average price of 
U.S. $15.50 per barrel in 1986. Price volatility increased in the fourth quarter of 
last year, however, as a result of stockpiling and above-quota production levels by 
the OPEC nations. Growing doubts about OPEC’s ability to manage world supply 
resulted in a decline in the WTI price to around U.S. $17 by January of this year. 


Prospects for oil prices over the near term remain uncertain, depending on 
developments in the Middle East, the ability of OPEC to reduce production levels 
and enforce compliance among member nations, and normal seasonal pressures. 
OPEC is expected to experience difficulty in achieving its official selling price of 
U.S. $18 (which is equivalent to about $19.50 for WTI) throughout 1988. The 
forecast assumes the price of West Texas Intermediate at Chicago will average 
U.S. $18 in 1988 and U.S. $20 in 1989, but month-to-month price movements 
could continue to be quite volatile. In the absence of a substantial increase in oil 
prices, natural gas export prices are not assumed to change greatly from current 
levels. 


During the course of 1987, metal and mineral prices rose by about one-third, as 
worldwide production cuts in recent years have reduced excess supplies while 
demand for these commodities has grown. The price of nickel was at an all-time 
high in December and the price of copper was close to previous cyclical peaks. 
Other metals and minerals such as aluminum and gold also recorded large price 
increases last year. Strong price rises in pulp and newsprint during the past year 
are another bright spot for Canadian commodity producers. Measured in North 
American currencies, grain prices have been rising in recent months, but they 
remain well below the levels prior to the early-1986 slump. 


Relative to the sharp movements in recent years, commodity prices in aggregate 
are expected on average to be more stable over the short-term outlook period. The 
production cutbacks necessitated for many commodities following the huge 
inventory overhangs of the early 1980s have already largely taken place, thus 
establishing a better balance between demand and supply. The expected 
environment for world economic growth should yield continuing increases in 
demand for commodities but will not be so buoyant as to create widespread supply 
shortages. 


Labour Markets 


The slowdown in output growth expected in 1988 should mean a slowing in the 
rate of job creation. As a result, further reductions in the unemployment rate are 
not expected this year on average. The rate of labour force growth is also expected 
to slow somewhat in 1988. The unemployment rate is forecast to average just over 
8 per cent in 1988. In 1989, as the pace of economic growth picks up, the 
unemployment rate should decline slightly. 


Prices and Costs 


Even though the unemployment rate decreased sharply through 1987, there has 
been little indication of an increase in wage and price inflation. Consumer prices 
rose somewhat more quickly through the first half of 1987, as energy prices 
recovered from the low levels of 1986. Since mid-year, however, the rate of CPI 
inflation settled back to the range of 4 to 4 1/4 per cent within which it has 
fluctuated for most of the past three years. 


The inflation rate for consumer prices is forecast to average close to 4 per cent this 
year and next. However, there are indications that more progress in reducing 
inflation could be made through 1988 and beyond. Slowing economic growth, and 
less pressure on labour markets, particularly in Central Canada, should restrain 
the pace of wage and price increases. World oil prices displayed weakness in the 
latter part of 1987 which could, if it continues, lead to lower consumer energy 
prices. Food price inflation is expected to decline; the latest Agriculture Canada 
forecast calls for an increase in the range of 0 to 2 per cent in 1988 after a 4.4-per- 
cent increase in 1987. In addition, the Canadian dollar has recently risen in value 
both against the U.S. dollar and on a trade-weighted basis. The recent strength of 
the Canadian dollar should translate into lower prices for many imported 
commodities. 


In 1989 and beyond, the Canada-U.S. Free Trade Agreement should contribute to 
further declines in inflation, by reducing the price of many imported consumer 
goods, lowering the prices of intermediate goods and thereby reducing domestic 
production costs, and by encouraging increased efficiency and productivity in 
Canadian industry. 


Financial Markets 


Interest rates have been volatile recently. Interest rates had crept up over the 
summer and fall, due in large part to concerns about inflation. The stock market 
decline of October 1987 significantly dampened inflationary expectations. 
Immediately following the stock market decline, the Bank of Canada, the Federal 
Reserve Board and other central banks injected liquidity into the financial system 
to stabilize markets, and short-term interest rates fell by roughly 175 basis points. 
Since then, short-term interest rates have increased about 50 basis points. 
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Over the near term, interest rates in Canada will be influenced by both trends in 
U.S. interest rates and Canadian inflation prospects. The 90-day commercial 
paper rate in the United States is expected to remain relatively stable in the range 
of 7 to 7 1/4 per cent over 1988 and 1989 against a backdrop of a moderately 
growing economy. The 90-day commercial paper rate in Canada is expected to be 
roughly unchanged on average from current levels in 1988, and to decline slightly 
in 1989. 


Canada’s Medium-Term Economic Prospects, 1990-1993 
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Canada’s medium-term economic prospects will be influenced both by domestic 
events and developments in the international economic environment. A stable and 
expanding global economy provides an environment conducive to the growth of an 
open economy such as Canada’s. Prospects for sustained world economic growth 
depend on policy actions in the largest industrial economies to unwind the trade 
and fiscal imbalances that are the main obstacles to sustained, non-inflationary 
world economic growth in the 1990s. Progress has been achieved over the past 
year, but it has been slow and markets have grown impatient. 


It is important to recognize that a medium-term projection is not a forecast; 
rather, it represents at best a view of possible economic outcomes that is consistent 
with the economic and policy assumptions embedded in it. Different, but perhaps 
equally plausible, assumptions can lead to quite different economic projections. In 
the medium-term projection described in this document, it is assumed that 
progress will continue to be made in unwinding international imbalances. Despite 
the initially slow progress in 1987, the unwinding of these imbalances is assumed 
to be effectively addressed by the co-ordinated policy actions of the G-7 countries. 


The Canadian economy is fundamentally sound. Although the current expansion 
is in its sixth year, there are few signs of the domestic imbalances which normally 
herald an approaching downturn. Inventories are not excessive, and costs and 
prices are not accelerating. While the unemployment rate has fallen considerably, 
it is still above levels that prevailed prior to the recession. Investment is coming on 
stream to reduce capacity constraints. Thus, room exists for the economy to 
continue expanding at a healthy rate. 


Two recent policy developments should significantly enhance Canada’s growth 
prospects over the medium term: the Canada-United States Free Trade 
Agreement and tax reform. Department of Finance analysis of the medium-term 
macroeconomic impacts of the Free Trade Agreement suggests that the economic 
benefits from the Agreement will begin to be realized immediately on 
implementation. Prices for a wide range of consumer goods will drop, beginning 
in 1989, as existing trade barriers are phased out. Lower consumer prices will add 


See the January 1988 Department of Finance document, The Canada-U.S. Free Trade Agreement: An 
Economic Assessment, for a more complete discussion of the estimated impacts of the Free Trade Agreement 
with the United States, 


to the purchasing power of Canadian households, stimulating consumer sales. 
Investment spending for new plant and equipment will increase, as Canadian firms 
move to take advantage of their enhanced and more secure access to the huge U.S. 
marketplace. Increased consumer and investment spending will result in stronger 
economic growth and enhanced job creation. The Free Trade Agreement provides 
part of the strength in economic performance in the medium-term projection. It is 
estimated that, by 1993, the level of real output will be higher by 2 per cent and 

at least 120,000 net new jobs will be created as a result of the Free Trade 
Agreement. 


Tax reform is another important policy initiative that will strengthen growth 
prospects in the medium term. Stage one of tax reform includes changes to the 
personal and corporate income tax systems that will increase incentives to work 
and save, and will improve the quality of the capital stock, thereby enhancing 
productivity. 


Stage two of tax reform has not been included in this projection because its final 
form and the timing of its implementation are not yet determined. When 
implemented, stage two will replace the existing outdated sales tax system with a 
multi-stage sales tax, enhance the refundable sales tax credit, eliminate the 
income tax surcharges and further reduce personal income tax rates. These 
measures will complement and extend the stage one incentives to increase labour 
supply and saving. The major effect of stage two, however, will be to increase the 
competitiveness of Canadian industry and improve incentives to invest by 
removing some of the distorting features of the present sales tax system. The 
present sales tax system creates distortions through the taxation of business inputs 
and investment, and by its bias against Canadian goods in export and domestic 
markets. Department of Finance estimates suggest that the removal of these 
distortions will raise the level of real GDP significantly”. 


The highlights of the Canadian medium-term projection are set out in Table 4. 
Real GDP growth is expected to average 3.2 per cent over the period 1990 to 
1993, allowing the unemployment rate to fall to below 7.0 per cent by the early 
1990s. With the increased productivity resulting from tax reform and free trade, 
the Canadian economy should continue to show a favourable performance on 
costs, and this should contribute to an easing of inflation in the medium term. In 
an environment of unwinding international imbalances and good Canadian 
inflation performance, there should be scope for further declines in nominal 
Canadian interest rates. 


©) See the June 1987 White Paper on Tax Reform document Economic and Fiscal Outlook, Chapter 2, for a 
more complete discussion of the estimated impacts of stage two of tax reform. 
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Table 4 


Medium-Term Economic Outlook: Selected Economic Indicators 
1987 to 1993 


Average 
1987 1988 1989 1990-93 


(per cent change unless otherwise specified) 


Real GDP 3.8 2.8 3.0 3) 
Employment 2.8 2.8 2.0 Ra 
Unemployment rate (per cent level) 8.9 8.3 8.1 7.0 
Inflation (CPI) 4.4 4.0 39 3.4 


90-day commercial paper rate (per cent) 8.4 8.6 7.8 6.7 


Annex 1 


Canadian Private Sector Forecast Views 


The Department of Finance regularly surveys a sample of private sector 
forecasters. Chart 11 shows the average and range of views for the most recent 
survey of forecasts for key Canadian economic indicators’. 


For 1988, there is a consensus that real output growth will slow from the pace of 

_ 1987. About one-half of the forecasters surveyed predict real output growth of 
between 2.4 and 2.8 per cent and no forecaster expects growth to fall short of 2 per 
cent, indicating that little weight is attached to the likelihood of a recession this 
year. Most forecasters predict inflation in 1988 to be about 4 1/2 per cent, or little 
changed from the rate in 1987. Almost all forecasters surveyed expect some rise in 
the unemployment rate in 1988 from the 8.1-per-cent level achieved in December 
1987. On average, the expected rise in the unemployment rate is close to one-half 
of a percentage point. The average of the short-term interest rate forecasts 
indicates that a slight reduction in interest rates relative to the levels at the 
beginning of the year is expected in 1988. However, there is a large variation of 
views around this average with roughly half of the forecasters expecting rates to 
fall and the other half expecting them to rise. Part of the variation in interest rate 
forecasts reflects the range of views on inflation. Many of the forecasters 
expecting rising interest rates also predict higher inflation. 


Looking ahead to 1989, the average of the real output growth forecasts rises from 
2.5 per cent in 1988 to 2.7 per cent in 1989. The range of views for output growth 
in 1989 is wider than for 1988. However, one-half of the forecasts are clustered 
between 2.5 and 2.8 per cent, nearly the same result as for 1988. Not all 
forecasters have yet incorporated estimates of the economic impacts of the Free 
Trade Agreement into their outlooks. For inflation, there is little change in the 
range of views for 1989 relative to the predictions for 1988. The majority of 
forecasters expect inflation to remain around 4 1/2 per cent. 


A larger range of views for the unemployment rate exists in 1989, although the 
majority of predictions are close to 8 1/2 per cent. The short-term interest rate 
projections for 1989 also display a wide range of views. On average, there is an 
expectation of a small rise in short-term interest rates from current levels. 


“) The Department of Finance surveys a sample of 18 to 20 private sector forecasters each quarter. The averages 
and ranges of views on the economic outlook following the release of the income and expenditure accounts for 
the third quarter of 1987 are presented here. This survey was conducted during the first two weeks of January 
1988. The forecast data for 1989 are based on a smaller sample of 12 forecasts, as some forecasters had not 
extended their outlooks beyond 1988 at the time of the survey. 


4] 


Chart 11 


Private Sector Short-Term Forecast Views 


1988 


\ 


ICCCCE 


7 


Annex 2 


A Survey of Forecast Views for the U.S. Economy 


A comparison between the Department of Finance forecast of the United States 
economy and those of other forecasters and agencies is provided in Table 5. 


The Department of Finance forecast for U.S. real output growth in 1988 of 2 per 
cent is similar to the projections of the Blue Chip (an average of 52 U.S. private 
sector forecasts for 1988 and 40 forecasts for 1989), Data Resources Incorporated 

(DRI), and Wharton Econometric Forecasting Associates (WEFA), but lower 
than the forecasts of the Organization for Economic Co-operation and 
Development (OECD) and the U.S. Administration’s Council of Economic 
Advisers. The Department of Finance forecast for real growth in 1989 is stronger 
than that of the OECD and the Blue Chip, but weaker than the Administration’s, 
and less buoyant than the strong growth rebound expected by DRI. 


The private sector CPI inflation forecasts are very similar to the Department of 
Finance forecast for both 1988 and 1989. The OECD is more optimistic about 
U.S. inflation prospects for both years, while the Administration has a similar 
view to the Department of Finance for 1988 but expects a moderation in inflation 
next year. 


There is a wide range of forecast views on U.S. interest rate prospects in 1988 and 
1989. The Finance forecast is toward the higher end of views for 1988, and closer 
to the central tendency for 1989. Consistent with the respective inflation outlooks, 
the OECD and the Administration are substantially more optimistic than the 
other forecasters about U.S. interest rate prospects. 
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Table 5 


A Comparison of U.S. Forecast Views 


1988 1989 
Real GNP growth (percentage change) 
Blue Chip (January 10, 1988) pap Ze 
DRI (January 1988) eo, 383 
WEFA (December 1987) 2.3 2.4 
OECD (December 1987) 2.5 1.8 
Administration (December 1987)°" 2.8 32 
Finance 2) 21. 
CPI inflation rate (percentage change) 
Blue Chip 4.2 4.7 
DRI 4.0 4.7 
WEFA 4.4 4.6 
OECD (consumption deflator) 4.0 3.8 
Administration" 4.4 4.0 
Finance 4.4 4.7 
3-month Treasury bill rate (per cent) 
Blue Chip 6.0 6.5 
DRI Se 6.0 
WEFA 6.4 1.6 
OECD 5.6 Sal! 
Administration 5.3 2 
Finance 6.3 6.0 


‘ The official Administration forecast is on a fourth-over-fourth-quarter basis. The annual figures shown in this 
table are Finance calculations based on the Administration’s forecast. 


Sources: Blue Chip: Economic Indicators (Blue Chip), published by Capital Publications Inc., January 10, 1988. 
Data Resources Incorporated (DRI): Review of the U.S. Economy, January 1988. 


Wharton Econometric Forecasting Association (WEFA): Canadian Macroeconomic Short-Term Forecast and 
Analysis (U.S. Assumption Section), December 1987. 


Organization for Economic Co-operation and Development (OECD): OECD Economic Outlook, 
December 1987. 


The U.S. Administration (Administration): Council of Economic Advisers’ Economic Projections, released 
December 23, 1987. 


Finance: Department of Finance forecast. 
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